TAKEOVERS, SHAREHOLDER RETURNS, AND T H E THEORY OF THE FIRM
T h e paper examines recent merger anti takeover activity in the llnited Iiingdom. Specifically, the impact ol'takeovers on shareholder returns and managernent benefits is analyzed, and some implications for the theory of'the firm are dran.11 f'roni the results. ' The research showed that mergers a n d takeover5 resrllted in henef'its to thf. acquired tirms' shareholders and to the acyt~irin:: companiei' manager?. but that losses were sul'fered by the acquiring cwmpanies' ihereholclerh. T h e results are consistent with takeovers being nlotivated more 11y rnaxirnization of management utility reasons. than 1)y the maximization ol'shareholder n. ealth. Takeovers are a major activity within the business scene in the United Kingdom, and many millions oi' pounds are spen't each year in acquiring control of companies. Studies have shown that takeovers provide the major component of growth for a great many firms in Britain [Meeks, 1977; and Singh, 19711. T h e purpose of this paper is to report the results of a study into recent takeover activity in the United Kingdom: specifically, the research measured shareholder returns on securities t h a t were involved in takeover situations, and some implications for the theory of'the firm are drawn from the results.
T h e paper proceeds by examining the two major economic and behavioral motives for making takeovers and by briefly reviewing the empirical evidence to date in Britain and the United States. T h e shareholder return research design is described in Section 11, and the results are presented in Sections I11 and IV. Section V presents some evidence on the returns to management from takeover activity. Finally, Section VI summarizes the impact of the research findings for the theory of the firm.
Morrl\-ES FOR, AND OYTC'OMFS OF, TAKEOVERS
Two major competing theories of the firm have evolved in the academic literature, and empirical evidence in support of both has been forthcoming. These two theories of the firm can be used to explain why companies engage in takeovers, and they can be used to predict the outcome of post-merger performance. These two theories are the following: a. The neoclassical profit maximization theory of the firm which holds that competitive market forces motivate firms to maximize 236
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shareholder wealth. The theory says that firms will engage in making takeovers if it results in increased shareholder wealth for the acquiring company [Manne, 19651. Increased shareholder wealth is likely to result if the acquiring firm's profitability increases following the takeover. Profitability can increase through the creation of monopoly power, through synergy, or through injecting superior management into the acquired firm. A constraint on this motive for making takeovers occurs when there are a lot of firms competing with each other to take over target companies as they will tend to bid against each other until all the profit potential available from monopoly power, synergy, restructuring, etc. is driven away; Mandelker 119741 termed this the perfectly competitive acquisitions market.
b. Maximizing management utility [Baumol, 1959; Marris, 1964; Mueller, 1969; Penrose, 1959; and Williamson, 19641 . This theory holds that beyond achieving a certain "satisfactory" level of profits, managers will attempt to maximize their own self-interests, and these do not necessarily correspond to maximizing shareholder wealth. Management self-interests are likely to include such factors as reducing the risk of losing their jobs, increasing their salary levels, and increasing their power and job satisfaction. These self-interests can be aided by growth in size (see Section V for a brief resume of the empirical evidence), and takeovers are, in practice, the quickest way of growing.
The shareholder wealth maximization theory requires that a takeover lead to increased profitability for the acquiring firm in order for the takeover to be justified. In contrast, the maximization of management utility theory does not necessarily require increased profitability; an increase in size and an increase in managers' benefits are the more likely criteria. We can therefore examine takeovers for their impact on profitability, size, and management benefits, and this will give some indication as to which motive for making takeovers is the more relevant. The profitability of takeovers has been examined in two main ways. These are (a) examining financial data based on the accounting numbers of the acquiring and acquired firms prior to, and subsequent to, the takeover (in general, increases in profitability will be reflected in stock market ratings); and (b) examining the returns to shareholders of firms engaged in takeovers.
Research based on accounting data has shown that, in general, acquired firms had poor profitability and poor stock market ratings prior to the takeover [Buckley, 1972; Firth, 1976; Kuehn, 1975; Newbould, 1970; Singh, 1971; and Tzoannos and Samuels, 1972 , in the United Kingdom; and Monroe and Simkowitz, 1971 ; and Stevens,
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1973, in the United States]. This finding is consistent with acquiring companies being attracted to poorly run firms with the aim of restructuring them so as to increase profits and hence increasing shareholder wealth. However, the takeover premiums paid for the acquired firms are usually very large and the profit potential of the takeover may be completely discounted away [Firth, 1976; and Newbould, 19701 . Acquiring firms, on the other hand, have tended to have average or above average profitability prior to the takeover [Kuehn, 1975; and Newbould, 19701 . Subsequent to the bid, however, acquiring firms in the United Kingdom tended to suffer reductions in profitability [Firth, 1976; Meeks, 1977; and Utton, 19741 ; the evidence in the United States is much less clear, with some studies revealing reductions in profitability [Kelly, 1967; and Reid, 19681 , while others have indicated no change [Hogarty, 1970; and Lev and Mandelker, 19721 . Thus, the evidence, in the United Kingdom a t least, suggests that, on average, takeovers do not lead to monopoly power, synergy, or the improvement of the acquired firm's management. This may reflect such factors as the large premiums paid for acquiring control and the difficulties in integrating and injecting new management into the acquired firm [Penrose, 19591. The second major method of examining the profitability of takeovers has been to use an efficient markets framework where shareholder returns are measured. An efficient market is defined as one where a share price fully incorporates all available information on that security and that share prices provide accurate signals for resource allocation [Fama, 19701. Assuming an efficient market,l we can measure the movement of share prices around the time of a specific event, such as a takeover, and this gives us the "economic impact" of that event. It also, of course, gives a direct measure of the increase-decrease in shareholder wealth. Research studies, using this approach, have thrown up conflicting findings between Britain and the United States. The contrasting findings relate to the shareholder returns to the acquiring firm, and to the overall gain-loss position. Studies in the United Kingdom have found that on average acquiring firms suffered falls in their share prices on the announcement of the takeover [Firth, 1976,19791 and that these losses were being sustained several years later.2 These results are consistent with the accounting-data-based research of Meeks [I9771 and Utton [1974] ; i.e., the stock market perceives takeovers as reducing the profitability of the acquiring firm and hence the share price falls. The evidence from the British studies is consistent with takeovers being made for reasons other than shareholder wealth maximization. In contrast, the American studies have found either smallish gains or zero gains for the shareholders of acquiring companies [Dodd and Ruback, 1977; Halpern, 1973; Kummer and Hoffmeister, 1978; Langetieg, 1978; Mandelker, 1974; and Shick and Jen, 19741 . Thus, in the United States, takeovers have, a t worst, a neutral impact for the acquiring firms' stockholders. The American evidence is therefore somewhat indecisive in providing evidence that is consistent with, or inconsistent with, takeovers being made for shareholder wealth maximi~ation reasons,.
All research studies have shown that acquired companies' shareholders gain from takeovers (see Firth [1976] ; Franks, Broyles, and Hecht [1977] ; Dodd 119761; Dodd and Ruback [1977] ; and Haugen and Udell [1972] , for example), although there have been differences regarding the magnitudes of the gains, and differences regarding the extent to which the takeover news was anticipated prior to the bid announcement.
Analyses have also been made of the overall gains-losses from takeovers, since this gives us one indication of the impact of takeovers on the economy as a whole. Again the results have differed between the IJnited Kingdom and the United States. The results of Firth's study [1979] indicated that there was a zero overall gain for takeovers in the United Kingdom (i.e., the absolute gains to the acquired companies' shareholders exactly offset the losses to the acquiring firms' shareholders), and thus the stock market perceived there to be no overall improvement in profitability for the merged firms. The American results, however, have shown that takeovers do lead to overall stock market gains [Hal~ern, 19731. Thus, the American stock market does perceive there to be some benefits from takeovers for the corporate profitability of the merged firms. Dodd and Ruback [I9771 have suggested that this overall gain is the result of improving the profitability performance of the acquired firm, and not the result of expected monopoly benefits or synergistic benefits.
In summary, past British evidence shows that takeovers result in losses to the acquiring firms' shareholders, and that there is a nogain-no-loss position for the merged firm. However, researchers have suggested that the acquiring firm's management benefits from takeovers, and Section V reviews the arguments and presents some empirical evidence on this aspect. The evidence to date is therefore consistent with takgovers being made so as to maximize management 239 TAKEOVERS ANL) SHAREHOLDER RETURNS utility. In contrast, the American research has shown that takeovers result in either small gains or zero gains to the acquiring companies' shareholders, and that there is an overall gain for the merged firm (thus suggesting a benefit for the economy as a whole)
The data used in the study consisted of takeover bids for stock exchange listed firms (the offeree) made by stock exchange listed firms (the offeror) in the period 1969 to 1975. Takeover bids where the offeror already held a 30 percent stake, or more, in the offeree six months prior to the bid announcement were omitted from the sample. This procedure was adopted because the full takeover process is restricted when the offeror has a large pre-acquisition share stake.
A total of 486 offerees were identified in the period, and a total of 563 offerors were involved in making the bids (this includes all the offerors involved in contested bids). Three hundred and fifty-five bids were successful, based on the original offer; 79 bids were successful after a revised bid or a counterbid had been received; and 52 bids were unsuccessful. A total of 434 offerors were successful, and 129 were unsuccessful. Revised bids and counterbids generally occur within one month after the original bid announcement, and their impact is shown in the residuals analyses.
B. Methodology
The measurement of shareholder returns consequent to a takeover consists of comparing the actual returns on a security against those expected if there had been no bid. The differences are known as residuals; thus, The parameters of the market model relationship were estimated using the last forty-eight months of data up to month t (i.e., t -48 to t -I), but excluding the period twelve months prior to, and twelve months subsequent to, the takeover bid month. This moving average method of estimating /3 was adopted so as to account for possible shifts in the risk parameters over time [Mandelker, 19741. The twenty-five months of data surrounding the bid announcement were omitted so as to exclude the presence of nonrandom price behavior associated with takeover bids; prior research in the United Kingdom has shown that any nonrandom price behavior took place within twelve months on either side of the bid announcement [Firth, 1976,19791. The announcement of a takeover bid itself may result in the risk parameters of offeror firms and unsuccessful offeree firms being shifted. For example, the acquisition of a firm in a different industry to that of the acquiring company may result in the acquiring firm's systematic risk / 3, changing by a significant amount. In order to examine for significant shifts in the risk parameters, pre and post the bid announcement, the following dummy variable regression is run:
The above regression equation, run for each offeror firm, and for each unsuccessful offeree, uses a total of sixty months of data; this being from month -48 to month -13 and from month +13 to month +36 (these months being relative to the announcement of the bid. The bid announcement month is month 0). Again, twenty-five months of data surrounding the bid announcement were omitted so as to exclude the presence of nonrandom price behavior associated with takeover bids. The dummy variable Dt is set equal to zero for the period month -48 to month -13 and set equal to one for the period month +13 to month +36. The significance of the t-statistic on coefficient b', is then used to measure for significant shifts in the risk parameters [Johnston, 19721. If the t -statistics are not significant (at the 0.05 level of significance), then this implies that there are no differences in / 3, pre and post the bid announcement. A significant positive t statistic implies an increase in / 3, post the takeover announcement and a significant negative t statistic indicates a decrease in / 3, . A total of thirty-nine significant changes in PJ over the 563 offeror firms was found (twenty-two increases, seventeen decreases) and a total of five significant changes over the fifty-two unsuccessful offeree firms (three increases, two decreases). The number of significant changes was not greater than expected, and this is consistent with prior studies that have examined changes in P, [Firth, 1978; and Haugen and Langetieg, 1975] .:3 Average residuals and cumulative average residuals were calculated for four groups. These were the following:
(1) successful bids for offerees, (2) unsuccessful bids for offerees, (3) successful offerors, (4) unsuccessf'ul offerors. The average residual (AR,) for each month m, relative to the takeover announcement month is calculated thus:
where j = 1, . . . . , N is the number of securities in the sample group.
The cumulative impact of the residuals over time is calculated as CAR,,? = 2 AR,, 
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where CAR,,, = cumulative average residual calculated over the period, month X to month Y.
The average residuals and cumulative average residuals are used to examine the impact of takeovers on security returns. In order to see whether the CARS are significantly different from zero, probability tests using the t-statistic were run. The methodology is briefly discussed below.
The procedure used to test for the statistical significance of the average monthly residuals is similar to the methodology used by Mandelker [1974] , Ellert [1976] , Dodd and Ruback [1977] ,and Kummer and Hoffmeister [I9781 in their studies of takeovers and stockholder returns in the United States. Since certain items, such as common industry factors, cause residuals to be correlated across securities in a given month, we cannot assume that the residuals of securities are cross-sectionally independent when deriving a test statistic because of possible overstatement of the t values. This problem can be avoided by constructing portfolios of securities and calculating standardized portfolio residuals.
The portfolios are formed as follows. Define M, as the calendar month of the offer for security j . The firm is included in the portfolio formed at month T if
M , + L s T s M , + K ,
where I, and K are months dated relative to the calendar month. As an example, let L = -12, K = +1, and M, = 103 (i.e., the takeover announcement occurs in calendar month 103).Firm j will be included in the portfolio for calenda~ months 91 to 104.
The average portfolio residual at month T across securities is calculated thus:
where N T is the number of securities in the portfolio at T ( N T is generally different for different calendar months).
The next stage of the process is to standardize each portfolio residual e T by a measure of the portfolio variability. This measure is given by the estimated standard deviation of the residuals of portfolio eT for each of the last 48 months before T (i.e., T -48 to T -1):
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By dividing e~by SDT, we arrive at the standardized portfolio residual term (SPR)in month T :
This is a t -statistic with 47 degrees of freedom. Using this procedure we obtain one SPR for each calendar month T. The standard t -test can be employed to examine whether the standardized portfolio residuals are statistically different from zero. To calculate a portfolio test statistic, a weighted average standardized portfolio residual is formed:
T=min where min and max are the first and last calendar months, respectively, in which portfolios are formed and the weights are given by Thus, more weight is given to calendar months in which there are more firms in the portfolio.
The portfolio test statistic is the ratio of the weighted average standardized portfolio residual to the standard error of the WASPR.
As each portfolio residual is already standardized, the variance of the standardized portfolio residuals 02(SPRT) is equal to one, and hence the variance of the weighted average standardized portfolio residual is
T=min
The portfolio t-statistic (PTSTAT)is therefore given as
This is a t-statistic for a portfolio constructed for a specific choice of L and K. Each pair of L and K will form a different standardized residual term, and the PTSTAT will tell us whether these are significantly different from zero.
The results for the residuals analysis are shown in Tables I, 11 , 111, and IV. Specifically Table I relates to the sample of offerees who were taken over; Table I1 to offerees who were not taken over; Table  I11 to successful offerors; and Table IV to unsuccessful offerors. Each table shows the average monthly residual, the percentage of securities with positive monthly residuals, the cumulative average residual from 48 months prior to the bid announcement, and the percentage of securities with positive CARS,for each month relative to the bid announcement (month 0 is the month of the bid announcement and its residual reflects the response of the stock market to the official release of the takeover news).
In measuring the returns to shareholders from takeovers, and in examining for aspects of market efficiency, we are particularly interested in the significance of the residuals performance in specific periods. The significance of the residuals in the various periods is measured by the portfolio t-statistic (PTSTAT) described in Section IIB. The periods in which we are interested are listed below.
1. Month -48 to month -13. American research has suggested that offeree firms may suffer poor share price performance in this period, reflecting poorer than expected profitability [Kummer and Hoffmeister, 1978; and Langetieg, 19781 . Conversely, American offeror firms have been found to have positive residuals in this period, possibly reflecting better than expected profitability [Halpern, 1973; Kummer and Hoffmeister, 1978; Langetieg, 1978; Mandelker, 1974; and Shick and Jen, 19741. 2 . Month -12 to month -2. This period was examined to see if there was any anticipating of the bid in the months before the bid announcement. Some American researchers have concluded that takeovers are anticipated to a certain extent. As with period 1, studies in the United States have shown that offerors have received positive residuals in the months prior to the bid. positive in this period; some of the differences may be due to the different base dates used.
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6. Month +13 to month +36. This period examines the longer term impact of takeovers on residuals performances. This period will include the release of several sets of annual accounts that will have reported the impact of the takeover (if successful) on the merged firms' profitability. Table V gives the cumulative average residuals for each of the six periods, together with the portfolio t-statistic, for the four groups. Nute The first figure gives the cumulative average residual for the portfolio holding period. The second figure (in brackets) is the portfolio 1 -statistic (PTSTAT) Tables I and 11 , relating to offeree firms, show a similar pattern of residuals up to and including the bid announcement. Up until one month prior to the bid, there was no evidence of any abnormal share price behavior, and this is confirmed by Table V , which shows that the portfolio t -statistics for periods 1 and 2 were not significant. Thus, there is no evidence of offeree firms being those that have suffered significantly poor share price performances in the four years prior to the bid; nor is there any evidence of successful anticipation of, or leaking of, the bid announcement in this period.
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In month -1 the residuals jump sharply with more than 80 percent of the sample recording gains Table V shows that these residuals (period 3) for samples 1 and 2 were statistically significant. Dodd and Ruback [I9771 in their analysis of takeovers in the United States also found that most of the positive abnormal residuals for offerees prior to the bid announcement occurred in month -1. (However, Kummer and Hoffmeister [1978] , in their study on takeovers in the United States, found no significant positive residuals for offerees until the announcement month.) The significant positive residual in month -1 reflects leakage of bid news or the build-up of a pre-acquisition share stake by the acquiring firm.
In month 0 the residuals rise substantially, reflecting the bid announcement. The residuals of 0.281 (Table I ) and 0.312 (Table 11) are highly significant and 99 percent of the securities recorded gains.
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The two-month period of month -1 and month 0 contained virtually all the share price adjustments due to the takeover offer.
Subsequent to month 0 the residuals for Table I do not deviate significantly from zero. The residuals for Table 11, in the twelve months after the bid announcement tend to be positive, although they are not statistically significant. The positive residuals in this period will be reflecting any increased bid offers made by the offeror companies. In period month +13 to month +36, the residuals for Table  I1 do not deviate significantly from zero; this shows that the gains made at the time of the takeover offer (and any subsequent revised bids) are maintained up to t b e e years later, even though the bid was unsuccessful. (Dodd and Ruback [I9771 also found similar results in the United States, i.e., the residuals were not statistically significantly different from zero in the period month $1 to month +60.) The maintenance of the gains will be reflecting (a) improved profitability of the firm that was set in motion to frustrate the bid; (b) any undervaluation of the offeree that the takeover highlighted; and (c) the possibility of future bids (there could be a large block of shares held by the unsuccessful offeror that could be used as a starting block for a future bid by the offeror or other firm). American research [Dodd and Ruback, 19771 and Australian research [Dodd, 19761 also found that offeree firms not taken over had substantial positive CARS in the years after the bid.
The behavior of the residuals subsequent to month 0 were consistent with an efficient market, i.e., the initial share price reaction gave unbiased estimates of future returns4 (analysis of the individual security residuals in Table I1 showed that the gains subsequent to month 0 were a function of revised or counter bids and of profit forecasts made as part of the bid defense by the offeree). Research in the linited States has shown greater instability in the residuals subsequent to month 0, although these were still not statistically significant [Dodd and Ruback, 19771. The residuals performance of the bidding companies is shown in Tables I11 and IV. Prior to the bid announcement there was no significant abnormal security price behavior associated with the bidding firms.5 This contrasts with research in the United States which has shown that acquiring firms tend to have recorded statisti-4. Other tests on British takeovers, using daily data, were found to be consistent with market efficiency [Firth, 19761. 5. An earlier study by Franks, Broyles, and Hecht [1977] , based on seventy U. K. takeovers in the brewing and distillery industry in the years 1955-1972, did find a positive residuals performance for acquiring firms, prior to the takeover announcement. cally significant positive residuals in the twelve months prior to the bid [Dodd and Ruback, 1977] .G Thus, the American research findings are consistent with firms experiencing better than expected prospects, making takeover bids-no such evidence was available from British takeovers.
In the month of the offer the bidding firms experienced negative residuals, and these were statistically significant. The percentage of securities showing negative residuals in this period was 80 percent (Table 111 )and 77 percent (Table IV) . These results indicate that the stock market regards takeovers as being very expensive for the acquiring firm; the stock market presumably thinks that the benefits from the takeover (e.g., improvements in profitability, synergy, undervaluation of the offeree firm) are more than outweighed by the costs (e.g., the effort and uncertainty involved in reorganization, and the large bid premiums paid). The results contrast with American research which has shown that bidding firms experience significant positive returns upon the bid announcement [Dodd and Ruback, 1977; and Kummer and Hoffmeister, 19781. Subsequent to the bid, the residuals for successful offerors settle down to their normal relationship with the market index. Thus, the losses incurred in month 0 have been sustained three years later. This implies that, on the average, the stock market's initial reaction to the implications of the bid for the successful offeror is correct; this is consistent with market efficiency. Research in the United States has shown mixed results when examining the residuals of successful acquirers subsequent to the bid announcement. Dodd and Ruback [I9771 found positive residuals in the twelve months subsequent to the bid, although these were not statistically significant; in contrast Kunlmer and Hoffmeister [1978] found no abnormal residuals a t all.
The British evidence points to the stock market taking a pessimistic view of takeovers for the acquiring firm, and this receives support from the analysis presented in Table IV . This shows that in the twelve months subsequent to the bid, the unsuccessful offerors earn positive returns, and these are statistically significant. Thus, as the bids fail, in the months after the offer, the stock market views this as good news and hence the positive residuals. Tn contrast, Dodd and Ruback [1977] found that unsuccessful offerors suffered negative 6 . Direct comparison of the results in Tables I to V with other American research [Mandelker, 1974; Langetieg, 19781 is not possible as they have measured returns in relation to the effective date of the merger, and not the announcement of the takeover. Using the effective date of the merger makes it difficult to measure the gains-losses from takeovers, and it is impossible to examine market efficiency. residuals in the period after the bid (although these were not statistically significant); this possibly reflects the resources expended in making the bid, for which no benefits accrue.I
In the period month +13 to month +36 the residuals in Table  IV did not deviate much from zero; again this is consistent with market efficiency. By month +36 the CAR, calculated from month -48, was -0.010, this showing that the takeover offer had virtually no impact on the unsuccessful offeror. In contrast the CAR for the successful offeror was -0.048. This indicates that completed takeovers result in reduced wealth for the acquiring firms' shareholders.
IV. OVERALLGAIN-LOSS ANALYSIS
While the results from Tables I to V show that offerees made share price gains and that offerors made share price losses, these analyses do not show the overall gain-loss position of takeovers, and thus the stock market's assessment of the overall impact of the merging of two firms. In order to examine for this, a separate analysis was made that measured the change in the market capitalization before and after the offer, of the offeree firm and the offeror firm, for each completed takeover. The change in the market capitalization was measured from month -1 to the month of the acceptance of the successful offer (i.e., this period includes revised and counter offers) for offeree firms. The changes were measured from month -1, as Table I and Table V showed that there was no evidence of any abnormal price behavior (i.e., no discounting of the bid) prior to month -1. A similar period was chosen for the successful offerors (although the residual in month -1 was not significantly different from zero and could therefore have been omitted). In some cases the offeror held a pre-acquisition share stake in the offeree and, in order to avoid double counting, the gain to the shares of the offeree firm already held by the offeror firm were deducted from the offeree firm's gain. Table VI shows the results of the analysis. Column 1 gives the overall results of the two merging firms; i.e., the mean gain-loss position from all the takeovers came to a loss of $36.6 million, and the number of overall losses came to 224 out of a total of 434 takeovers. Column 2 relates to the offeree firms and Column 3 to the offeror firms. 7 . The evidence from Australia [Dodd, 19761shows that successful offerors suffered large negative residuals in the period after the bid, while unsuccessful offerors suffered only small losses. Thus, the results from the Australian stock market are closer to those of the United Kingdom than to those from the United States. The table shows that there is virtually a no-gain-no-loss position attached to takeovers in the United Kingdom in the period 1969-1975. This implies that the stock market is expecting little change in the profitability of firms once they have combined; any possible benefits in the form of synergy or reorganization of the acquired firm are presumably being countered by doubts of whether the offeror has access to management capable of greatly increasing efficiency, and because of the costs involved in the takeover process. Table VI shows that the gains accruing to the offeree firm are being directly canceled out by the losses to the offeror firm. The results from Table V1 contrast with those from the United States, which show that there are overall gains to the merger process [Dodd and Ruback, 1977; Halpern 1973; and Mandelker, 19741. Halpern' s study showed the gains on mergers to be divided approximately equally between offerees and offerors, while Dodd and Ruback and Mandelker found the gains accrued mainly to the offerees.
As the percentage losses (in the period month -1 to the month of the acceptance of the successful offer) suffered by the acquiring firms varied between companies, an analysis was made to see whether the level of these could be explained by various characteristics of the bid. The following variables can be hypothesized as having an influence on the residuals' performance of acquiring firms: I. The "premium" paid to the acquired firm expressed as a percentage of the acquiring company's market capitalization prior to the bid (the beginning of month -1). The premium paid to the acquired firm is measured as the change in its rnarket capitalization in the period month -1 to the month of the acceptance of the successful offer; as shown in Tables I and V the share price movements associated with takeovers are concentrated in the period month -1 to month + l . The reason for selecting this variable rests on the hypothesis that if, as is shown in Table V , there are no overall gains associated with takeovers, then the premium offered to the acquired firm can be re-garded as an "overpayment" and by the efficient markets theory, we would expect the market capitalization of the acquiring firm to fall by a similar amount. Thus, we hypothesize an inverse relationship between the premium offered and the losses suffered by the acquiring firm, and that the regression coefficient will be -1.
2. The impact of the takeover on the acquiring firm's earnings per share (e.p.s.). Professional investors and the financial press put a lot of emphasis on the changes in e.p.s. expected in the first year subsequent to the takeover, and decreases in e.p.s. usually receive negative publicity. The expected change in the earnings per share of the acquiring firm was calculated and expressed as a percentage of its e.p.s. figure immediately prior to the takeover. Our hypothesis is that the greater the expected negative change in e.p.s., the greater the negative residuals.
3. The impact of the takeover on the net assets per share of the acquiring firm. The arguments for this variable are similar to those for the e.p.s. variable described above; professional investors and the financial press place some importance on changes in net assets per share and decreases receive negative publicity. The expected change in the net assets per share of the acquiring firm was calculated and expressed as a percentage of its net assets per share figure immediately prior to the takeover. We hypothesize that the greater the expected fall in net assets per share, the greater the negative residuals for the firm.
4. The impact of the takeover on the acquiring firm's debt-equity structure. Cases have been made out that an improvement in a firm's capacity for raising new debt may result in gains for shareholders [Lewellen, 1971; and Lintner, 19711 , and takeovers can result in substantial changes in a company's debt-equity structure. Thus, the negative residuals of the acquiring firms may be influenced to some extent by deteriorating debt-equity structures. The debt-equity structure was calculated as the long-term debt divided by total long-term capital. The percentage change in this ratio was then calculated; an increase in the ratio represents deteriorating debt capacity, and this may be associated with negative residuals. Conversely, a decrease in the ratio represents greater capacity to raise new debt, and this may lead to positive residuals or lower negative residuals.
The results of regressing the above four variables against the residuals performance of the acquiring firms are shown in Table VII .
The table shows that the relative size of the takeover premium had the greatest association with the residuals performance, and the regression coefficient of -0.89 was close to the hypothesized figure of -1.0. This supports the view that the stock market expects zero benefits from a takeover, that the gains to the acquired firm represents an "overpayment," and that the acquiring company's shareholders will suffer corresponding losses. The earnings per share variable was also associated with the residuals performance; as hypothesized greater negative changes in e.p.s. are associated with greater negative residuals. The net assets per share and debt-equity structure variables appeared to have little or no association with the level of the residuals.
QUARTERLY JOCIRNAL OF ECONOMICS

V. RETURNS TO MANAGEMENT ACTIVITY FROM TAKEOVER
The results from Sections I11 and IV showed that acquiring company shareholders suffered wealth losses through takeover activity, and thus although shareholder wealth maximization may have been the acquiring firm's directors' motive, this was certainly not the eventual outcome. A competing theory of the firm relates to the maximization of management utility, and this does not require shareholder wealth maximization as a necessary condition. A number of analyses can be carried out on the takeover data collected in this study that can be used as evidence that may be consistent with, or inconsistent with, maximization of management utility; this section of the paper deals with these tests.
Maximization of management utility is reflected in such things as salary levels and wealth accumulation, tenure of position, power, and job interest. The level of these factors can be increased by growth in corporate size alone, and takeovers are in general the most practical method of growing rapidly. Newbould [I9701 has shown that directors face an increased risk of losing their jobs if their firm is taken over, and both Newbould [I9701 and Singh [I9751 have shown that the percentage chances of small firms being taken over is greater than for large firms. Thus, to grow rapidly in size may benefit directors, and managers, to the extent that it means their tenure of position is more certain. Power, and job interest, will also likely increase with making takeover acquisitions; the larger asset base, and the possibly more varied activities resulting from the takeover, will allow greater scope for the exercise of management skills. Salary levels and wealth accumulation may also be affected by growth in size and takeover activity, and the analyses below present some evidence on this factor.
Studies in both Britain and the United States have shown that the r'emuneration levels of directors and senior management are mainly a function of the size of the employing firm, and that profitability has a much smaller influence.$ Thus, the greater the amount of assets that management controls, the higher their remuneration. In view of this, senior management may desire growth in company size so as to increase their salary levels, and this could be one behavioral motive behind making takeover bids. The Companies Acts 1948and 1967 requires certain disclosures to be made, relating to directors' and senior managements' remuneration, in a firm's annual report. One item that has to be disclosed is the remuneration of the highest paid director or chairman (Companies Act, 1967) ,and this information was extracted for the study.g Specifically, we set out to examine whether the highest paid director's remuneration increased by an "exceptional" amount following a takeover.
The percentage increase in the highest paid directors' remuneration for each firm was calculated over the period beginning with the annual report immediately prior to the takeover, to the annual report two years later (thus allowing for increases in directors' remuneration in the year of the acquisition and one year later). This percentage was then compared with a yardstick to see whether it represented an exceptional increase. The two yardsticks used were the following: a. The percentage increase in the highest paid directors' remu-8. For evidence see the studies by Cosh [1975] , and Meeks and Whittington 19751 in the United Kingdom; and McCuire. Chui, and Elbing [1962] , and Roberts 11956, 1959 in the United States. More recent evidence from the United States [Lewellen and l-l untsman, 19701 has suggested that rofitability is an important determinant of managerial remuneration; Yarrow [1972yand Meeks and Whittington [1975] , however, have queried the conclusions drawn by Lewellen and Huntsman. 9 . Aggregate directors' remuneration was not used, since in many cases the number of directors increased due to the bid (the directors of the acquired firm are sometimes invited to join the board of the acquiring firm. This can be used to induce the offeree firm's directors to recommend acceptance of the bid). Thus, the aggregate directors' remuneration does not necessarily reflect the "rewards" to the directors who initiated the bid. Similar problems exist with measuring senior managements' remuneration. Another way of analyzing the impact of takeovers on directors' and senior managements' remuneration would be to calculate the average pay per director or manager.
neration over the same two-year period for a control company. Thus, each acquiring firm is matched with a non-acquiring firm in the same industry, which is of similar size, and where the absolute size of the highest paid directors' remuneration a t the beginning of the period is similar.
b. The percentage increase in the highest paid director's remuneration over the same two-year period for all non-acquiring firms.
A t-test was used to examine whether the mean percentage change in directors' remuneration of acquiring firm was significantly different from the percentage change in directors' remuneration of the control groups. Initially we conducted the test using directors' remuneration in the two-year period prior to the takeover; the resutts showed there to be no statisticaIIy significant differences, and thhs away from the takeover the percentage change in directors' remuneration for the groups were very similar. Using the period surrounding the takeover, however, resulted in substantial differences. The mean percentage increase in remuneration levels for the two-year period, for acquiring firms came to 33 percent, and the mean percentage increases for control group (a) was 20 percent and for control group (b), 19percent. These differences were statistically significant at the 0.05 level.
A regression analysis was carried out on the data to exanline whether the percentage increase in remuneration was associated with the percentage growth in assets of the acquiring firm. The coefficient of the growth in assets variable was positive (0.746) and significant (t-value = 2.75)' thus showing that the larger the increase in the firm's assets, the greater the increase in directors' remuneration. The analyses have therefore shown that, while takeovers have resulted in losses to shareholders, they have resulted in monetary benefits to directors (and there is no reason to believe that this was not extended to senior management).
In many companies directors have large shareholdings, and it is of interest to examine whether this leads to different views on, and outcomes of, takeovers. A case can be made out for directors with large sharenoldings (termed LS) acting more in the interests of shareholders (i.e., shareholder wealth maximization), than do directors whose main income-wealth source comes from remuneration. If so, this might suggest that 1,sfirms engage in fewer takeovers (as takeovers, in general, lead to losses for acquiring company shareholders), and that the takeovers that are made are more successful than those made by firms whose directors have little or no shareholding interest (termed NS).
TAKEOVERS AND SHAREHOLDER RETURNS
The first test set out to examine whether LS firms had a lower incidence of takeover activity. The major problem in this analysis was to settle upon a definition of LS firms and NS firms. The following arbitrary yardstick was eventually chosen: an LS firm was defined as one where the total directors' shareholdings came to at least 15 percent of the issued ordinary shares of the firm, or the absolute value of the directors' shareholdings came to a t least 21.0 million, or both. This defi~ition incorporated both a relative and an absolute measure of the extent of directors' shareholdings. These measures were calculated using data prior to the takeover. Firms that did not fit into the category of LS were classified as NS. The mean percentage of LS firms who made takeover bids in each year came to 3.1 percent, and the mean figure of NS firms making bids in each year came to 4.4 percent. This result indicates that firms whose directors have large shareholdings tend to make fewer takeovers; this may be because they have a stronger view that takeovers do not result in any share price benefits, and that this is an overriding consideration in their decision making (another possible reason, of course, is that the directors may not want to lower their proportionate ownership of the firm). It must be recognized that the definition of the LS firm was arbitrarily set.
A regression analysis was conducted to see whether the residuals' performance of acquiring firms was dependent upon the percentage change in the highest paid director's remuneration and the shareholdings of directors. A case can be made out for associating greater percentage increases in remuneration with greater negative residuals (up to some point-beyond this we might expect remuneration to fall). Conversely a case can be made out for associating greater absolute levels of director shareholdings with lower levels of negative residuals (assuming that directors are motivated by the impact of the takeover on their own assets).
The results of the regression were - The remuneration variable was statistically significant and negative, showing that higher percentage increases in remuneration levels were associated with higher negative returns to shareholders. Thus, the evidence indicates that the poorer a takeover is for acquiring firm shareholders, the better it is for acquiring firm directors! The
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directors' shareholdings variable had a positive regression coefficient, but this was not significantly different from zero. The level of directors' shareholdings does therefore appear to be associated with the level of the residuals.
VI. SUMMARY AND CONCI,USIONS
The research set out to analyze the impact of takeovers on shareholder returns and on the benefits to management. The acquired firms' shareholders were found to have made large gains from takeovers. However, in contrast, the acquiring companies' shareholders suffered losses that slightly more than offset the gains to the acquired firms. The stock market viewed takeovers as having little overall impact on corporate profitability, but that takeovers significantly reduced the value of the acquiring firm. Analyses were also made of the impact of takeovers on the remuneration levels of directors and it was found that they resulted in exceptional increases. Thus, takeovers were found to benefit the acquiring firms' directors, but were positively harmful to their shareholders. This evidence is consistent with takeovers being motivated by maximization of management utility reasons. If management is being motivated, instead, by the alternative theory of shareholder wealth maximization, then they have clearly erred in their judgments of specific takeover acquisitions. Baumol, W. J., Nusinf~ss Hchacrior, Value and (; rou!th (New York: Macmillan, 19591. H~~~~I & T ;lagmc>nt, 1 (1976) [Footnotes]
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